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FEDERAL
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Summary of L egislation: This bill phases out the Inheritance Tax over afive year period beginning July
1, 2003, by giving anincreasing credit against the Inheritance Tax due. Thebill providesthat the Inheritance
Tax imposed with respect to a person whose death occurs after June 30, 2007, is $0.

Effective Date: July 1, 2003.

Summary of Net State Impact: Under the hill, the state will experience a progressively larger reduction
in Inheritance Tax revenue from FY 2005 to FY 2009, when it is estimated the state will no longer receive
revenue from thetax. However, the bill could potentially lead to aslight increase in Estate Tax revenue in
FY 2005 and FY 2006. The hill is also expected to increase state General Fund expenditures on county
Inheritance Tax replacement. The net state impact of the bill is summarized in the table below.

Inheritance Tax Estate Tax State Expendituresfor Net Increase
Fiscal Y ear Revenues Revenues County Replacement (Decr ease)

2005 ($23.6 M) $297,000 (%$249,000 - $2.0 M) ($23.6 - $25.3 M)
2006 (47.2M) 47,000 (1.3-41M) (485 -51.2 M)
2007 (70.8 M) 0 (31-6.1M) (73.9-76.9 M)
2008 (94.4 M) 0 (5.1-7.5M) (99.5 - 101.8)

2009 and after (118.0 M) 0 (7.5M) (125.4 M)
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Explanation of State Expenditures. Department of State Revenue: Once the Inheritance Tax isrepealed,
there could be a savings to the state from a reduction in staff in the Inheritance Tax Section of the
Department of State Revenue. The October 2, 2002, state staffing table indicates that the Inheritance Tax
Section has 16 full-time positions with an annual salary cost of $398,000. Since staff members would still
be needed to process returns, a specific savings due to staff reductions could not be estimated.

County Inheritance Tax Replacement: Thebill could potentially increaseexpendituresfromthestate General
Fund for county Inheritance Tax replacement within the ranges specified in the table bel ow beginningin FY
2005. Necessary replacement funding could vary within these ranges depending upon whether, and by how
much, each county’s base revenue exceeds the amount guaranteed under current statute. The impact of
eliminating the Inheritance Tax on July 1, 2007, is estimated to total approximately $7.5 M annually
beginning in FY 2009. This is the maximum amount of replacement funding guaranteed to counties under
the replacement procedure. (See Explanation of Local Revenues, below, for explanation of county revenue
loss and replacement procedure.)

State Expendituresfor County
Fiscal Year Inheritance Tax Replacement
2005 $249,000 - $2.0 M
2006 13-41M
2007 31-6.1M
2008 51-75M
2009 and after 75M

Explanation of StateRevenues: Thebill would lead to aprogressively larger reductionin Inheritance Tax
revenuefrom FY 2005 to FY 2009, when it is estimated that the state would no longer receive revenue from
the tax. However, the reduction in Inheritance Tax liabilities is expected to increase Indiana Estate Tax
revenue dightly in FY 2005 and FY 2006. The Estate Tax offset is expected to declineto zero in FY 2007
asthe phaseout of thefederal state death tax credit (the Indiana Estate Tax base) iscompleted. The estimated
net revenue loss from the bill is presented in the table below.

Inheritance Tax Estate Tax Net Revenue
Fiscal Year Revenues Revenues I ncrease (Decr ease)
2005 ($23.6 M) $297,000 ($23.3 M)
2006 (47.2M) 47,000 (47.2M)
2007 (70.8 M) 0 (70.8 M)
2008 (94.4 M) 0 (94.4 M)
2009 and after (118.0 M) 0 (118.0 M)

Background on Inheritance Tax: Thebill phases out the Inheritance Tax over afive-year period by providing
anincreasing credit against atransferee’ sInheritance Tax liability. The credit would apply to transfersmade
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by persons who die on or after specified dates. The credits and applicable dates are presented in the table
below. Sincethe Inheritance Tax does not haveto be paid until amaximum of 12 monthsafter the decedent’s
death (within 9 months of the date of death to receivethe 5% early payment discount), theimpact of thefirst-
year credit (equal to 20%) likely would not be experienced until FY 2005.

Inheritance Tax Credit Transfersmade from personsdying ...
20% After June 30, 2003, and before July 1, 2004
40% After June 30, 2004, and before July 1, 2005
60% After June 30, 2005, and before July 1, 2006
80% After June 30, 2006, and before July 1, 2007
100% After June 30, 2007

The estimated impact of this change is based on the Revenue Technical Committee’s FY 2005 forecast
(December 18, 2002) for the Inheritance Tax totaling $120 M. The revenue forecast total is a combined
amount including both Inheritance Tax and Estate Tax revenue. Approximately $118.0 M of the FY 2005
forecast amount is estimated to be attributable to the Inheritance Tax. These forecast totals are utilized as
the base for the fiscal impact estimates.

Background on Estate Tax: The elimination of Inheritance Tax liabilitieswould affect Estate Tax revenues.
Under current statute, Indiana Estate Tax is owed on the assets of an estate if (1) federal Estate Tax isowed
on the estate and (2) the Indiana portion of the state death tax credit for federal Estate Tax purposes exceeds
the total Inheritance Tax paid by transferees of the estate. Under the bill, the Indiana Estate Tax would still
be limited to estates paying federal Estate Tax, but the Indiana Estate Tax would be equal to the total state
death tax credit. Consequently, for some estates the elimination of the Inheritance Tax would result in a
compensating increase in the Indiana Estate Tax liability. The estimated impact of the bill on Estate Tax
revenues is based on OFMA'’s Estate Tax database and the Revenue Technical Committee’s FY 2005
forecast (December 18, 2002). It isestimated that no morethan $2.0 M of the FY 2005 forecast isattributable
to the Estate Tax. The Estate Tax database consists of 559 estates of decedents who died between July 1,
1997, and June 30, 2000, and that paid Indiana Estate Tax. The Inheritance Tax changes provided for in the
bill increased the Estate Tax liability of the sample by about 15% for FY 2005 and 8.8% for FY 2006. It is
estimated that Estate Tax revenuewoul d otherwisetotal about $2.0 M in FY 2005 and $533,000in FY 2006.
This accounts for the phaseout of the Estate Tax in concert with the phaseout of the state death tax credit
under the federal Estate Tax. Asaresult, the Inheritance Tax changes are estimated to increase Estate Tax
revenue by roughly $297,000 in FY 2005 and $47,000 in FY 2006.

Explanation of L ocal Expenditures:

Explanation of L ocal Revenues: Thephaseout of thelnheritance Tax coupled with county Inheritance Tax
replacement could potentially result in an annual net revenue loss to counties beginning in FY 2005. This
net impact is summarized in the table below.
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FoiYar | gl | SIS | g o e
2005 ($2.0M) $249,000- $2.0 M (30.0- $1.8 M)
2006 (4.1 M) 13M-41M (0.0-2.7M)

2007 (6.1 M) 31M-61M (0.0-3.0M)
2008 (8.2 M) 51M-75M (715,000 - 3.1 M)
2009 and after (10.2 M) 75M (2.7 M)

Currently, countiesretain 8% of the Inheritance Tax collected on transfers made by Indianaresidents. About
99.3% of Inheritance Tax revenue is derived from the resident Inheritance Tax. Based on the FY 2005
forecast for state Inheritance Tax revenue totaling $118.0 M, annua county Inheritance Tax revenue is
estimated to total about $10.2 M beginningin FY 2005. It isimportant to note that areduction in the amount
of Inheritance Tax retained by counties dueto the bill may be reimbursed by the state under the replacement
provision established by P.L. 254-1997. The replacement provision was established when the Class A
exemptionwasincreased on July 1, 1997. The replacement provision guaranteesthat in each fiscal year each
county receives an amount under the Inheritance Tax that is equal to the five-year annual average amount
of Inheritance Tax revenue retained by that county from FY 1991 to FY 1997, excluding the highest and
lowest year. The maximum amount of county replacement for any year isapproximately $7.5 M. Currently,
most counties are retaining more revenue than is guaranteed under this replacement procedure. On average
fromFY 2000to FY 2002, counties exceeded their guarantee amounts by about $3.8 M annually, with annual
shortages subj ect to replacement totaling about $243,000. With base revenue to the counties totaling $10.2
M, the revenue loss covered by replacement funds could vary within the ranges specified inthetable. Tothe
extent that base revenue is less than the estimate, replacement funding would increase and the net loss due
to the bill would decline.

A copy of aspreadsheet showing theamount of Inheritance Tax replacement guaranteed to each county under
P.L. 254-1997 is available from the Office of Fiscal and Management Analysis.

State Agencies Affected: Department of State Revenue.

L ocal Agencies Affected: Counties.

I nfor mation Sour ces:. Sate Revenue Forecast, December 18, 2002; OFMA Inheritance Tax and Estate Tax
databases.

Fiscal Analyst: Jim Landers, 317-232-9869
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